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T.C. Memo. 1944-291

A cash basis taxpayer cannot deduct previously reported but uncollected accrued
income as a bad debt, even if it was incorrectly reported as income in prior years.

Summary

Dallas Terminal Warehouse & Storage Co., a company predominantly using the cash
receipts and disbursements method of accounting, sought to deduct uncollected
accrued interest as a bad debt. The IRS disallowed the deduction, arguing that the
interest had been improperly included as income in prior years. The Tax Court
agreed with the IRS, holding that a cash basis taxpayer can only deduct items as bad
debts  if  those  items  were  properly  included  in  income.  Additionally,  the  court
addressed issues regarding the sale of secured cotton, determining the taxpayer
realized a gain rather than a bad debt loss, and allowed a “recovery exclusion” for
certain previously deducted bad debts that did not result in a tax benefit.

Facts

Dallas Terminal Warehouse & Storage Co. (petitioner) used a cash receipts and
disbursements method of accounting. From 1927-1935, the petitioner incorrectly
reported accrued interest on debts as gross income on its tax returns. In 1937, the
petitioner deducted $402,628.05 as bad debts, including $77,088.28 of previously
accrued interest. A portion of the petitioner’s advances to a partnership was secured
by cotton. After the partnership went bankrupt, the petitioner acquired the cotton.
The petitioner later sold some of the cotton and claimed a bad debt deduction for
the remaining balance of the partnership’s debt.

Procedural History

The  Commissioner  of  Internal  Revenue  disallowed  a  portion  of  the  bad  debt
deduction claimed by the petitioner, determined that the sale of cotton resulted in a
taxable gain, and adjusted the income to exclude certain prior bad debt recoveries.
The petitioner appealed the Commissioner’s determination to the Tax Court.

Issue(s)

1.  Whether  the  Commissioner  erred  in  disallowing  alleged  bad  debts  totaling
$77,088.28, representing accrued interest previously reported as income.
2.  Whether  the  Commissioner  erred in  disallowing an alleged bad debt  in  the
amount of $34,832.39 related to advances to a partnership secured by cotton.
3. Whether the Commissioner correctly determined that the petitioner realized a
gain from the sale of cotton in the amount of $21,913.52.
4. Whether the Commissioner erred in refusing to exclude from the income reported
by the petitioner $32,334.72, representing recoveries during the taxable year on
debts previously deducted as bad debts without any tax benefit.
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Holding

1. No, because a cash basis taxpayer cannot deduct items as bad debts that were not
properly included in income.

2. No, because the petitioner purchased the cotton securing the debt, and should
have taken a bad debt  deduction in  an earlier  year  when it  became clear  the
remaining debt was worthless.

3. Yes, because the petitioner realized a gain on the sale of cotton based on its cost
basis.

4. Yes, because the petitioner is entitled to a “recovery exclusion” under Section 116
of the Revenue Act of 1942 for the portion of bad debt recoveries that did not
provide a prior tax benefit.

Court’s Reasoning

Regarding the accrued interest,  the court  emphasized that  while  the petitioner
included  the  interest  in  its  prior  returns,  it  did  so  improperly  because  it
predominantly used the cash method. The court stated that the applicable regulation
(Art. 23(k)-2) requires items of income to be “properly included” in the taxpayer’s
return to be eligible for a bad debt deduction. The court rejected the petitioner’s
argument  that  merely  including  the  interest,  even  incorrectly,  satisfied  the
requirement. The court determined that the petitioner became the owner of the
cotton in 1932 and should have recognized a bad debt at that time instead of waiting
to sell it in 1937. Finally, regarding the recovery exclusion, the court found that the
petitioner had indeed recovered amounts on debts previously deducted as bad debts
without receiving a tax benefit, thus qualifying for the exclusion under Section 116
of the Revenue Act of 1942.

Practical Implications

This case clarifies the limitations on bad debt deductions for cash basis taxpayers. It
reinforces the principle that only items properly included in income can be deducted
as bad debts when they become worthless. This case highlights the importance of
using  the  correct  accounting  method  and  accurately  reporting  income.  It  also
illustrates  the  importance  of  timely  recognizing  losses  and  taking  appropriate
deductions in the correct tax year. Legal professionals should carefully analyze the
accounting methods used by their clients and ensure that bad debt deductions are
claimed only for items that were properly included in income.


